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TAX CONSEQUENCES OF DOING BUSINESS
IN THE PHILIPPINES
RICARDO J. ROMULO*
The impact of the Philippine system of taxation is of great impor-
tance to American investors and businessmen. According to the
American Chamber of Commerce of the Philippines, the total direct
United States investment in the Philippines at the end of 1963 was
415 million dollars and of this amount 110 million dollars are invested
in manufacturing. Consequently, the aim of this Article, after briefly
tracing the history of Philippine tax laws, is to present a thorough but
concise discussion of the tax consequences of establishing and operat-
ing a business, with emphasis on American owned or controlled cor-
porations, in the Philippines.
BRIEF HISTORY OF PHILIPPINE TAX LAWS
Prior to 1900, there existed a fairly complete system of taxation in
the Philippines which had been imposed by various Spanish Royal
Decrees. The principal sources of revenue under the Spanish regime
were derived from customs receipts, the so-called industrial taxes, the
urbana (property) tax, the stamp tax, and the personal cedula (capi-
tation) tax. The industrial and urbana taxes in effect constituted an
income tax of some five per cent of the net income of persons engaged
in industrial and commercial pursuits and on the income of owners of
improved city properties. The sale of stamped paper and adhesive
stamps, which the law required to be used, constituted the stamp tax.
The cedula or capitation tax was a graduated tax ranging from zero to
P37.50.' Evidently substantial taxes were derived from these revenue
measures; it is reported that for the fiscal year 1894-1895 P6,659,-
450.00 were collected in direct taxes and P4,565,000.00 in indirect
taxes.2
Following the American occupation of the Philippines in 1898, this
system, with few changes, was continued by the military authorities
until the civil government took charge of customs and internal revenue
* LL.B. 1958, Harvard Law School; member Philippine Bar.
1 Spanish Royal Decrees of June 14, 1878, June 19, 1890, and January 7, 1891. See
Philippine Ry. v. Nolting, 34 Phil. 401 (1916); Churchill v. Rafferty, 32 Phil. 580
(1915); Compaiiia General de Tabacos v. City of Manila, 12 Phil. 397 (1909).
21 FiRST PHILIPPINE COMM'N REPORT 79-81 (1900).
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matters.3 A revision of the Spanish tariff schedule was promulgated in
1901' and in 1904 all previous and existing laws and ordinances re-
garding internal revenue taxes were repealed by the Philippine Com-
mission' and supplanted by the Internal Revenue Law of 1904. The
Internal Revenue Law of 1904 was patterned after the Internal Reve-
nue Law then in force in the United States.6 It laid the basic structure
for a Bureau of Internal Revenue and levied primarily consumption
taxes in the form of specific taxes, stamp and poll taxes, and sales
taxes. The Internal Revenue Law of 1904 also created an excise tax
which was generally one per cent of the gross receipts of business,
manufacturing, and certain occupations as a replacement for the
Spanish industrial and urbana taxes.
The Internal Revenue Law of 19141 applied the first tax on income
by adopting the pertinent provisions of the United States' Revenue Act
of 1913. This was followed by the Philippine Revenue Law of 19191
which required individual taxpayers to pay a normal tax of two per
cent on total net income, and an additional graduated tax or surtax
ranging from one-half per cent to thirty-six per cent. The Act of 1919
further provided for a personal exemption of P8,000.00 for married
individuals and the usual deductions for necessary expenses, interest,
taxes paid, and losses sustained.10
A Tax Commission was created by the President of the Philippines
in August of 1938 for the purpose of revising both the national and the
local tax system so as to secure a larger flow of funds into the public
treasury and to distribute the tax burden among taxpayers on the
principle of "ability to pay." Consonant with these objectives, the
Tax Commission recommended the adoption of a National Internal
Revenue Code which codified all the existing internal revenue statutes,
adopted a single progressive schedule of rates, and gave greater em-
phasis than theretofore given to direct taxes such as income tax and
the estate and inheritance taxes. The U.S. Revenue Act of 1938, espe-
cially the chapters dealing with income tax, and Act No. 2833, as
3 Order of July 12, 1898, by President William McKinley; United States Military
Governor in the Philippines General Order No. 49 (Oct 23, 1899).
' PA. No. 230 (Sept. 17, 1901).
rP.A. No. 1189 (July 2, 1904).
6 Revenue Act of 1866, cl. 184, 14 Stat. 98, as amended, ch. 315, 17 Stat. 230
(1872). See Wee Poco & Co. v. Posadas, 64 Phil. 640 (1937).
7 P.A. No. 2339 (Feb. 27, 1914).
8 Ch. 16, 38 Stat. 166.9 P.A. No. 2833 (March 7, 1919).
10 For amendments to P.A. No. 2833, see P.A. No. 2926 (March 26, 1920), PA.
No. 3326 (Dec. 4, 1926), P.A. No. 3605 (Dec. 2, 1929), P.A. No. 3761 (Nov. 26,
1930), and CA. No. 117 (Nov. 3, 1936).
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amended, formed the basis of the Internal Revenue Code drafted by
the Tax Commission."
On June 15, 1939, the National Assembly enacted into law the rec-
ommendations of the Tax Commission as Commonwealth Act (C.A.)
No. 466. This National Internal Revenue Code, with minor amend-
ments, is the prevailing law on taxation today.
COIpOpRATE TAX RATES
Domestic and resident foreign corporations are subject to a tax of
twenty-two per cent on the first P100,000 of net taxable income and
thirty per cent on the excess. 2 Nonresident foreign corporations, how-
ever, are subject to a flat thirty per cent tax on income from all sources
within the Philippines." The Tax Code defines the phrases "domestic
corporation," "resident foreign corporation" and "nonresident foreign
corporation" in the following manner:
The term "domestic," when applied to a corporation, means created or
organized in the Philippines or under its laws.' 4
The term "resident foreign corporation" applies to a foreign corporation
engaged in trade or business within the Philippines or having an office or
place of business therein.15
The term "nonresident foreign corporation" applies to a foreign corpora-
tion not engaged in trade or business within the Philippines and not
having any office or place of business therein. 6
Certain corporations are accorded special treatment. Building and
loan associations are taxed on their net income at the rate of twelve
per cent, while educational institutions are subject to an eight per cent
tax.' Domestic life insurance companies are taxed on net investment
income from interest, dividends, and rents from all sources, at the rate
of six and one-half per cent; however, foreign life insurance companies
doing business in the Philippines, although taxed at the same rate, need
report for tax purposes only their net investment income from Philip-
" TAX COMM'N REP., vols. I, II (1938).
12 PHIL. NAT. INT. REV. CODE, C.A. No. 466 (June 15, 1939) (hereinafter cited as
INT. REV. CODE) § 24(a), as amended, R.A. No. 2343 (June 20, 1959), PHL. ANN.
LAWS tit. 72, § 24(a) (Supp. 4, 1963).
"3 INT. REv. CODE § 24(b) (1), as amended, R.A. No. 2343 (June 20, 1959), PHIL.
ANN. LAWS tit. 72, § 24(b) (1) (Supp. 4, 1963).
14 INT. REV. CODE § 84(c), PHIL. ANN. LAWS tit. 72, § 84(c) (1956).
15 INT. REV. CODE § 84(g), PHIL. ANN. LAWS fit. 72, § 84(g) (1956).
16 INT. RaV. CODE § 84(h), PHIL. ANN. LAWS tit. 72, § 84 (h) (1956).
17 INT. REV. CODE § 24(a), as amended, R.A. No. 2343 (June 20, 1959), PHIL.
ANN. LAWS tit. 72, § 24(a) (Supp. 4, 1963).
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pine sources."8 Foreign life insurance companies not doing business in
the Philippines are taxable as other foreign corporations."
In addition to the tax provided by Section 24, the Tax Code imposes
on domestic or foreign corporations which accumulate surplus beyond
the reasonable needs of the business a twenty-five per cent tax on the
undistributed portion of their accumulated profits or surplus. ° How-
ever, this tax does not apply to banks, insurance companies and per-
sonal holding companies, or where the accumulated surplus is investea
directly in dollar-producing or dollar saving industries or in bonds
issued by the Central Bank of the Philippines." Similarly, personal
holding companies are subject to a tax of forty-five per cent on undis-
tributed net income plus the ordinary income tax imposed by Section
24.22 A personal holding company, generally speaking, is any corpora-
tion which for the taxable year meets the gross income and the stock
ownership requirements stipulated by Section 64 of the Internal Rev-
enue Code."
BAsIs oF TAx
Philippine income tax, whether corporate or individual, is levied on
the taxpayer's net income for a fixed period.2" Net income is defined in
Section 28 of the Internal Revenue Code as "gross income computed
Is IxT. REv. CODE § 24(c), as amended, R.A. No. 2343 (June 20, 1959), PHiL. ANN.
LAWS tit. 72, § 24(c) (Supp. 4, 1963).
19 Ibid.2 0 INT. REv. CoD- § 25(a), as amended, R.A. No. 1823 (June 22, 1957), Prm.
ANN. LAWS tit 72, § 25(a) (Supp. 4, 1963).21Ibid.22 INT. REV. CODE § 63, PHm. ANN. LAWS tit. 72, § 63 (1956).
2 8 PHiL. ANN. LAWS tit. 72, § 64 (1956) :
(a) General rule-For the purposes of this Title, the term "personal holding
company" means any corporation, as defined in section 84 if-
(1) Gross income requirement.-At least eighty per centurn of its gross income
for the taxable year is personal holding company income as defined in section 65,
but if the corporation is a personal holding company with respect to any taxable
year beginning after December thirty-first, nineteen hundred and thirty-eight, then,
for each subsequent taxable year, the minimum percentage shall be seventy per
centum in lieu of eighty, and it shall continue to be considered as a personal holding
company until in a taxable year, during the Whole of the last half of which, the
stock ownership required by paragraph (2) does not exist, or until the expiration
of three consecutive taxable years in each of which less than seventy per centum
of the gross income is personal holding company income; and
(2) Stock ownership requirement.-At any time during the last half of the tax-
able year more than fifty per centum in value of its outstanding stock is owned,
directly or indirectly, by or for not more than five individuals.
(b) Exceptions.-The term "personal holding company" does not include a cor-
poration, firm or association exempt from taxation under section 27, a bank duly
licensed to do business as such in the Philippines, a life insurance company, or a
foreign personal holding company as defined in section 67.
24 NT. Ray. CODE §§ 21, 24(a), as amended, R.A. No. 2343 (June 20, 1959), Pnm.
ANN. LAws tit. 72, §§ 21, 24(a) (Supp. 4, 1963) ; Revenue Regulations No. 2 (here-
inafter cited as Rev. Regs. No. 2) §§ 4, 15.
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under section 29 less the deductions allowed by section 30." Two fac-
tors are involved, therefore, in arriving at the net taxable income of a
corporation: gross income and the allowable deductions.
According to Section 29(a) of the Tax Code gross income
includes gains, profits, and income derived from salaries, wages, or com-
pensation for personal service of whatever kind and in whatever form
paid, or from professions, vocations, trades, businesses, commerce, sales,
or dealings in property, whether real or personal, growing out of the
ownership or use of or interest in such property; also from interests,
rents, dividends, securities, or the transactions of any business carried on
for gain or profit, or gains, profits, and income derived from any source
whatever.
However, the following items are excluded from gross income: life in-
surance proceeds, amount received by insured as return of premium,
gifts, bequests and devises, interest on government securities, compen-
sation for injuries or sickness, income exempt under a treaty, income of
foreign governments, and income accruing to the Philippine Govern-
ment." The sweeping scope of Section 29(a) is readily apparent,
especially in view of the catch-all provision--'gains, profits and income
from any source whatever." Thus, in a recent case,2" the Court of Tax
Appeals brushed aside without extended discussion the contention of
an insurance company that reinsurance premiums are not gross income
but gross receipts and therefore not subject to the payment of income
tax. The narrow concept of income which required the physical sep-
aration from capital of something of exchangeable value, as evolved in
the famous case of Eisner v. Macomber" and adopted by the Philip-
pine Supreme Court in Fisher v. Trinidad" has given way to the devel-
opment in Philippine income tax law of the accrual method, the con-
structive receipt doctrine and the installment method of reporting of
income.
The treatment of certain gross income items pertaining to corpora-
tions, covered specifically by the Revenue Code and Regulations, is
worthy of individual consideration. Dividends received by a domestic
or resident foreign corporation from a domestic corporation subject to
tax are taxable only to the extent of twenty-five per cent thereof; how-
2 5 INT. REv. CODE § 29(b), as amended, R.A. No. 82 (Oct. 29, 1946), PHiL. ANN.
LAws tit. 72, § 29(b) (1956).26 Alexander Howden & Co. v. Commissioner, Ct. Tax App. No. 22848 (Nov. 24,
1961), aff'd, Gen. Reg. No. L-19392 (April 14, 1965), 7 PHIL. TAX J. 419 (1962).
27252 U.S. 189 (1920).
28 43 Phil. 973 (1922).
[VoL. 40 :602
PHILIPPINE BUSINESS TAXES
ever, dividends from a foreign corporation, whether resident or non-
resident, are taxable in full.29 Stock dividends are taxable if they give
the shareholder an interest different from that which his former stock-
holdings represented, or if they are cancelled or redeemed in such a
manner as to make the distribution, cancellation or redemption, in
whole or in part, essentially equivalent to the distribution of a taxable
dividend. 0 Dividends paid in securities or other property (other than
its own stock) in which the earnings of a corporation have been in-
vested, are income to the recipients to the amount of the full market
value of such property when received by individual stockholders.
When receivable by corporations, the amount of such dividends in-
cludible for tax purposes is as provided in Section 24(a) of the Tax
Code. 1 A dividend paid in the form of the stock of another corpora-
tion is not a stock dividend within the meaning of the Tax Code even
though the stock was obtained by a transfer of the issuing corpora-
tion's property. 2 Where a corporation declares a dividend payable in
stock of another corporation, setting aside the stock to be so distrib-
uted and notifying the stockholders of its action, the income arising to
the recipients of such stock is the stock's market value at the time the
dividend becomes payable."3
In the case of a manufacturing, merchandising or mining business,
gross income means the total sales, less the cost of goods sold, plus any
income from investment, incidental, or outside operations or sources.
In determining gross income, subtractions are not made for deprecia-
tion, depletion, selling expenses or losses, or for items not ordinarily
used in computing the cost of goods sold.3
A taxpayer disposing of patents or copyrights by sale determines
the profit or loss arising therefrom by computing the difference be-
tween the selling price and the cost. The taxable income in the case of
patents or copyrights acquired prior to March 1, 1913 is ascertained
in accordance with the provisions of Section 136 of the Revenue Reg-
ulations.35 The profit or loss thus ascertained is increased or decreased,
2 9 INT. REV. CODE § 24(a), as amended, R.A. No. 2343 (June 20, 1959), Prni.
A N. LAWS tit. 72, § 24(a) (Supp. 4, 1963) ; Rev. Regs. No. 2 § 17.80 IN. REv. CODE § 83(b), PHm. ANN. LAws § 83(b) (1956); Rev. Regs. No. 2
§ 252.31 Rev. Regs. No. 2 § 251.
82Ibid.33Ibid.
3 4 Rev. Regs. No. 2 § 43.35 Basis for deterdning gain or loss fro sale of property.-For the purpose of
ascertaining the gain or loss from the sale or exchange of property, the basis is the
cost of such property, or in the case of property which should be included in the
inventory, its latest inventory value. But in the case of property acquired before
1965]
WASHINGTON LAW REVIEW
as the case may be, by the amounts deducted on account of deprecia-
tion of such patent or copyrights since March 1, 1913 or since the
date of acquisition if subsequent thereto."8 Gain or loss from a sale of
goodwill results only when the business, or a part of it, to which the
goodwill attaches is sold, in which case the gain or loss will be deter-
mined by comparing the sale price with the cost or other basis of the
assets, including goodwill. If specific payment was not made for good-
will acquired after March 1, 1913 there can be no deductible loss with
respect thereto, but gain may be realized from the sale of goodwill
built up through expenditures which have been currently deducted.
It is immaterial that goodwill may never have been carried on the
books as an asset. The burden of proof lies with the taxpayer to
establish the cost or fair market value on March 1, 1913, of the good-
will sold."
Where a corporation requires additional funds for conducting its
business and obtains the funds through voluntary pro rata payments
by its shareholders, the amounts so received will not be considered
income, although there is no increase in the outstanding shares of stock
of the corporation. The payments under these circumstances represent
an additional price paid for the stocks already held by the shareholders
and will be treated as additions to the operating capital of the com-
pany" Similarly, property placed in trust or certain amounts set
aside in a sinking fund under the control of a trustee for the purpose
of securing the payment of corporate bonds or other indebtedness are
considered an asset of the corporation. However, if the trustee invests
such funds under his control, the income derived is taxable. 9
Corporate gains on the sale or exchange of property, real or per-
sonal, are taxable in full. In other words, the capital gains of a cor-
poration are treated as ordinary income.4" If a corporation deals in
March 1, 1913, when its fair market value as of that date is in excess of its cost, the
gain to be included in gross income is the excess of the amount realized therefor over
such fair market value. (See illustration 1, section 137 of these regulations.) Also
in the case of property acquired before March 1, 1913, when its fair market value as
of that date is lower than its cost the deductible loss is the excess of such fair market
value over the amount realized therefor. (See illustration II, Id.) No gain or loss is
recognized in the case of property sold or exchanged (a) at more than cost but less
than its fair market value as of March 1, 1913 (See illustration III, Id.), or (b) at
less than cost but at more than its fair market value as of March 1, 1913. (See illus-
tration IV, Id.) ....36 Rev. Regs. No. 2 § 46.
37 Rev. Regs. No. 2 § 47.38 Rev. Regs. No. 2 § 56.
39 Rev. Regs. No. 2 § 54.4 0 INT. REV. CODE § 34(3) (b), as amended, R.A. No. 82 (Oct 29, 1946), PHiL.
ANN. LAWS tit. 72, § 34(3) (b) (1956).
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its own shares the resulting gain or loss is computed in the same man-
ner as though the corporation were dealing in the shares of another
corporation. If a corporation receives its own stock as consideration
for the sale of property or in satisfaction of indebtedness, the gain or
loss resulting is to be computed in the same manner as though the
payment had been made in any other property."
In all cases where a corporation distributes all of its property or
assets in complete liquidation or dissolution, the gain realized from the
transaction by the stockholders, whether corporate or individual, is
taxable. The gain in such cases is usually the excess between the
original cost and the fair market value of the property received in
liquidation."2
The gross income of a foreign corporation subject to taxation con-
sists only of gross income from sources within the Philippines. This
includes interest received on bonds, notes, or other interest bearing
obligations issued by residents, corporate or otherwise, as well as in-
come derived from dividends on the capital stock or from the net
earnings of domestic or resident foreign corporation, joint stock com-
panies, associations, or insurance companies, dividends from other
foreign corporation are included to the extent provided in Section 37
of the Tax Code, as is income from rentals and royalties from all
sources within the Philippines. '
Finally, the determination of when income is to be deemed earned
for tax purposes is subject to the so-called constructive receipt doc-
trine. Income which is credited to the account of or set apart for a
taxpayer and which may be drawn upon by him at any time is subject
to tax for the year during which it is so credited or set apart, although
not then actually reduced to possession. To constitute receipt in such
a case, the income must be credited to the taxpayer without any sub-
stantial limitation or restriction as to the time or manner of payment
or condition upon which payment is to be made."
Briefly, the allowable deductions for domestic or resident foreign
corporations under Section 30 of the Tax Code are: ordinary and
necessary business expenses, interest, taxes, losses, bad debts, depre-
ciation, depletion, charitable and other contributions, and pension
41 Rev. Regs. No. 2 § 55. For treatment of sale and retirement of corporate bonds,
see Rev. Regs. No. 2 § 57.
42 Ixr. Rnv. CODE § 83(a), PHm. AwN. LAws tit. 72, § 83(a) (1956) ; Rev. Regs.
No. 2 § 256.
43 Rev. Regs. No. 2 § 60.
4 Rev. Regs. No. 2 § 52.
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trusts.45 General principles governing the more important deductions
will be reviewed separately.
Business expenses deductible from gross income include the ordi-
nary and necessary expenditures directly connected with or pertaining
to the taxpayer's trade or business. Among the items included in busi-
ness expenses are management expenses, commissions, labor, supplies,
incidental repairs, operating expenses of transportation, equipment
used in the trade or business, traveling expenses while away from home
solely in the pursuit of a trade or business, advertising and other sell-
ing expenses, together with insurance premiums against fire, storm,
theft, accident, or other similar losses in the case of a business, and
rental for the use of business property. A taxpayer is entitled to
deduct the necessary expenses paid in carrying on his business from
his gross income from whatever source. 6 Philippine courts have held
that before a business expense is allowed as a deduction from gross
income, it must satisfy three requirements: (a) the expense must be
both ordinary and necessary; (b) the expense must be paid or in-
curred within the taxable year; and (c) the expense must be incurred
in carrying on a trade or business.,7
As yet the Tax Court, in distinguishing between business and per-
sonal expenses, has not construed the phrase "ordinary and necessary"
in its literal sense. An expense is generally considered necessary where
the expenditure is "appropriate or helpful" in the development of the
taxpayer's business or if it is proper for the purpose of realizing a
profit or minimizing a loss. An expense is ordinary when it involves a
payment which is "normal or usual" in the taxpayer's business or
trade.4 The question of how directly related an expense must be to
the normal corporate business has been similarly answered by the
courts in a liberal vein. A company engaged in the purchase and sale
of school supplies deducted the fee charged by an accounting firm for
the preparation of its war damage claims. The Commissioner of In-
ternal Revenue disallowed this deduction on the theory that it was not
45 As amended, R.A. No. 2698 (June 18, 1960), PHm. ANN. LAws tit. 72, § 30
(Supp. 4, 1963).
46 INT. REV. CODE §§ 30(a)-(a) (1), Pum. ANN. LAws tit. 72, §§ 30(a)-(a) (1)
(1956) ; Rev. Regs. No. 2 § 65.47 Yulo v. Araneta, Ct. Tax App. No. 84 (July 8, 1958), 3 PriL. TAX J. 470(1958) ; Collector v. Philippine Educ. Co., Gen. Reg. No. L-8505 (May 30, 1956), 54
Off. Gaz. 2499 (1958).48Jamir v. Collector, Ct Tax App. No. 443 (Nov. 28, 1959), 5 PHM. TAx J. 232
(1960), aff'd, Gen. Reg. No. L-16552 (March 30, 1962), 7 PHIL. TAX J. 475 (1962);
Visayan Cebu Terminal Co. v. Collector, Ct. Tax App. No. 128 (June 29, 1957),
aff'd, Gen. Reg. No. L-12789 (May 30, 1960), 5 PHIL. TAX J. 626 (1960).
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connected with the regular business of the company. The Supreme
Court, in overruling the Commissioner, stated:
In our opinion, this view is too narrow and technical. To carry on its
business, even as specified by the petitioner, the respondent not only
must have sufficient assets but must preserve the same and recover any
that should be lost. The fee in question was paid by the respondent to
recover its lost assets occasioned by the war and thereby to be so re-
habilitated as to be able to carry on its business. The law does not say
that the expense must be for or on account of transactions in one's trade
or business. 4
Representation and entertainment expenses are deductible from gross
income if it can be shown that they are ordinary and necessary in the
promotion of the taxpayer's business."0
It is, of course, understood that these business expenses aside from
meeting the threefold test discussed above must be supported by ade-
quate records."' Partial incompleteness or a total absence of records
does not necessarily mean, however, that the whole amount claimed as
a business expense will be disallowed. Where there is evidence that
the taxpayer actually incurred expenses, the Commissioner and the
Tax Court usually allow part of the deduction based on as close an
approximation as they can make.52 However, in such cases, they may
bear "heavily, if they choose, upon the taxpayer whose inexactitude is
of his own making.""
Interest paid or accrued within the taxable year on indebtedness
may be deducted from gross income. However, interest on an indebt-
edness incurred to purchase tax exempt government securities or
bonds is not deductible. Interest paid by the taxpayer on a real estate
mortgage of which he is the legal or equitable owner may be deducted
as interest on his indebtedness, even though he is not directly liable
upon the bond or note secured by such mortgage. Interest paid by a
49Collector v. Philippine Educ. Co., Gen. Reg. No. L-8505 (May 30, 1956), 54 Off.
Gaz. 2499, 2500 (1958).&0Goodrich Int'l Rubber Co. v. Collector, Ct. Tax App. No. 468 (Nov. 19, 1963),
8 PHiL. TAx J. 411 (1963) ; Gancayco v. Collector, Ct. Tax App. No. 287 (Nov. 14,
1957), 3 PHIL. TAX J. 37 (1958), aff'd, Gen. Reg. No. L-13325 (April 20, 1961), 7
PHIm. TAX J. 148 (1962) ; Hicks v. Collector, Ct. Tax App. No. 38 (Oct. 19, 1955).5 1 Rev. Regs. No. 2 § 66.52 Zamora v. Collector, Ct. Tax App. No. 234 (Dec. 29, 1958), 4 Pcm. TAx J. 159,
af'd, Gen. Reg. No. L-15290 (May 31, 1963), 8 PIm. TAx J. 639(1963); Gancayco
v. Collector, Ct. Tax App. No. 287 (Nov. 14, 1957), 3 PHiL. TAX J. 37 (1958), aff'd,
Gen. Reg. No. L-13325 (April 20, 1961), 7 PHIL. TAX J. 148 (1962) ; Visayan Cebu
Terminal Co. v. Collector, Ct. Tax App. No. 128 (June 29, 1957), aff'd, Gen. Reg.
No. 1-12789 (May 30, 1960), 5 PH L. TAX J. 626 (1960).53 Visayan Cebu Terminal Co. v. Collector, srupra note 52.
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corporation on script dividends is an allowable deduction. So-called
interest on preferred stock, which is in reality a dividend, cannot be
deducted in computing net income." For interest to be deductible, it
must be shown that (a) there is a debt; (b) that interest is due on the
debt; and (c) that the interest claimed as a deduction was paid or
accrued within the year.55 Thus, interest payments for delinquent
taxes are deductible under this section." However, interest on uncol-
lected compensation and bonuses which could have been paid by the
corporation, if the employees so desired, is not deductible because in
contemplation of law no indebtedness exists."
As a general rule, taxes are deductible in the year paid or accrued.
The exceptions are income taxes, estate, inheritance and gift taxes, and
taxes imposed by the Philippine Government or its subdivisions for
local benefits of a kind which tend to increase the value of the prop-
erty assessed." Import duties paid to the proper customs officer, and
business, occupation, license, privilege, excise and stamp taxes and all
other taxes paid directly to the Government of the Philippines or its
political subdivisions are deductible. The word "taxes" means taxes
proper and no deductions are allowed for amounts representing inter-
est, surcharge, or penalties incident to delinquency. Taxes are de-
ductible only by the person upon whom they are imposed."5 Whether
a particular charge is a fee or a tax depends on the purpose for which
it is levied. It is said, following the common rule on this subject, that
taxes are for revenue whereas license fees are exacted for regulatory
and inspection purposes. Hence, automobile registration fees and
"slaughter fees" charged by the city of Iloilo, which were dearly be-
yond the cost of regulation and inspection, were considered taxes by
the Supreme Court."0
541nt. Rev. Code §§ 30(b)-(b) (1) PHIL. ANN. LAWS tit. 72, § 30(b)-(b) (1)(1956); Rev. Regs. No. 2 § 78.
-5 da de Prieto v. Commissioner, Ct. Tax App. No. 359 (April 22, 1958), 3 PHIL.
TAX J. 335 (1958), aff'd, Gen. Reg. No. L-13912 (Sept. 30, 1960), 6 PHIL. TAX J.
285 (1961).
56 Ibid.
57 Kuenzle & Streiff, Inc. v. Collector, Gen. Reg. Nos. L-12010, L-12113 (Oct. 20,
1959), 5 PHIL. TAX J. 75 (1960).5 8 INT. REV. CODE §§ 30(c)-(c) (1) (D), as amended, R.A. No. 82 (Oct. 29, 1946),
PHIL. ANN. LAWS tit. 72, §§ 30(c)-(c) (1) (D) (1956) ; Rev. Regs. No. 2 § 80.59Rev. Regs. No. 2 § 80.
60 Saldana v. City of Iloilo, Gen. Reg. No. L-10470 (June 26, 1958), 3 PHIL. TAX J.
631 (1958) ; Calalang v. Lorenzo, Gen. Reg. No. L-6961, 51 Off. Gaz. 2859 (June 17,
1955). But see, Lopez v. Commissioner, Ct. Tax App. No. 1244 (March 16, 1964), 9
PHIL. TAX J. 412 (1964), where the Tax Court held that the 25% "margin fee! im-
posed by R.A. No. 2609 (July 16, 1959) on every foreign exchange transaction was a
fee and not a revenue measure because "its sole purpose is to effectively curtail any
excessive demand upon the international reserve."
[VOL. 40 :602
PHILIPPINE BUSINESS TAXES
A foreign tax credit or a foreign tax deduction is available to a do-
mestic corporation for any income, war-profit, or excess-profit taxes
paid or accrued during the taxable year to any foreign country. If the
taxpayer desires to claim credit for the foreign taxes paid or accrued,
he must so signify on his income tax return. The allowable foreign tax
credit is computed by taking the ratio between the net income from
foreign sources and the total net income from all sources in relation to
the total Philippine income tax due, subject, however, to two limita-
tions.6 First, the amount of the credit with respect to the tax paid or
accrued to any foreign country can not exceed the same proportion of
the tax against which the credit is taken, which the taxpayer's net in-
come from sources within such country taxable under Philippine law
bears to his entire net income for the same taxable year.6 Second, the
total amount of the credit can not exceed the same proportion of the
tax against which the credit is taken, which the taxpayer's net income
from sources outside the Philippines and taxable under Philippine law
bears to his entire net income for the same taxable year. 3
Example (1): Taxpayer has a total taxable income of P50,000, of
which P20,000 is derived from sources within a foreign country and
P30,000 from sources within the Philippines. Assume that the foreign
income tax paid is P6,840 and that the total Philippine income tax on all
income (without regard to foreign tax credit) is P14,080. The maximum
amount allowable as a foreign tax credit is P20,000/P50,000 x P14,080,
or P5,632.
Example (2): Taxpayer has a total taxable income of P50,000, of
which P20,000 is derived from U.S. sources, P10,000 from Hongkong
sources and P20,000 from Philippine sources. Assume that the income
taxes paid are: P6,840 to the U.S., P1,000 to Hongkong and P14,080 to
the Philippines. The maximum amount allowable as a foreign tax credit
is computed as follows:
P20,000/P50,000 X P14,080 = P5,632 (tentative U.S. credit)
P10,000/P50,000 x P14,080 = P2,816
Reduced per Sec. 30(c) (4) (A) = P1,000 (tentative Hongkong credit)
Total tentative credits = P6,632
P30,000/P50,000 X P14,080 - P8,448
Total credit allowable per
Sec. 30(c) (4) (B) =-P6,632
01 INT. REv. CODE §§ 30(c) (1) (B), 30(c) (3) (A), as amended, R.A. No. 82 (Oct.
29, 1946), PHIm. ANN. LAWS tit. 72, §§ 30(c) (1) (B), 30(c) (3) (A) (1956); Rev.
Regs. No. 2 § 82.62 INT. REv. CoDE § 30(c) (4) (A), PHIL. ANN. LAWS fit 72, § 30(c) (4) (A)(1956) ; Rev. Regs. No. 2 § 92.63 INT. REv. CoDE § 30(c) (4) (B), PHIL. ANN. LAWS tit. 72, § 30(c) (4) (B)
(1956) ; Rev. Regs. No. 2 § 92.
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If the taxpayer does not signify his intention to take the benefits of
a foreign tax credit, the foreign taxes paid or accrued are allowable as
a foreign tax deduction.64 The taxpayer's right to a foreign tax deduc-
tion was previously subject only to this condition. However, the
Supreme Court in Lednicky v. Commissioner," held that a taxpayer
claiming a foreign income tax payment as a deduction must establish
his entitlement to take a foreign tax credit as a condition precedent to
being allowed his foreign tax deduction. Thus, an American taxpayer,
resident of the Philippines, whose income is derived solely from Phil-
ippine sources (consequently disqualifying him from taking a foreign
tax credit), but who must nevertheless pay U.S. income taxes, cannot
deduct from his Philippine income tax returns Federal income taxes
paid to the American Government.66 The net effect of the Lednicky
decision is simply to eliminate any difference or distinction between a
foreign tax credit and a foreign tax deduction.
Losses actually sustained by domestic corporations, charged off
within the taxable year and not compensated for by insurance or other-
wise, are fully deductible."' Losses must be evidenced by dosed and
completed transactions, and losses must be deducted in the year in-
curred, since the Revenue Code does not provide for net loss carry
over or carry back in the case of corporations. Proper adjustment
must be made in each case for expenditures or items of loss properly
chargeable to capital account, and for depreciation, obsolescence,
amortization, or depletion. Moreover, the amount of the loss must be
reduced by the amount of any insurance or other compensation re-
ceived, and by the salvage value, if any, of the property.68 When
through some change in business conditions, the usefulness in the busi-
ness of some or all of the capital assets is suddenly terminated, so that
the taxpayer discontinues the business or discards such assets perma-
nently, he may claim as a deduction the actual loss sustained. Adjust-
ment must be made, however, for improvements, depreciation and the
salvage value in determining the amount of the loss."
To warrant the deduction of a bad debt from gross income for tax
64 INT. REV. CODE § 30(c) (1) (B), as amended, R.A. No. 82 (Oct. 29, 1946), PHU..
ANN. LAWS tit. 72, § 30(c) (1) (B) (1956) ; Rev. Regs. No. 2 § 82.65 Gen. Reg. Nos. L-18169, L-18286, L-21434 (July 31, 1964), (Oct. 26, 1964).66 These are essentially the facts of Lednicky, ibid.
67 INT. REv. CODE § 30(d) (2), PHi.. ANN. LAWS tit. 72, § 30(d) (2) (1956) ; Rev.
Regs. No. 2 § 94.68 Rev. Regs No. 2 § 96; Commissioner v. Asturias Sugar Central, Inc., Gen. Reg.
No. L-15013 (Aug. 31, 1961), 6 PHm. TAx J. 645 (1961).69 Rev. Regs. No. 2 § 98.
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purposes, three conditions must be met. There must be: a valid sub-
sisting debt; an ascertainment that the debt is worthless; and a charge-
off of the debt within the same year when the debt was ascertained to
be worthless.7" The taxpayer must be able to demonstrate with a rea-
sonable degree of certainty the uncollectibility of the debt. Any
amount subsequently received on account of a bad debt previously
charged off, and allowed as a deduction for income tax purposes, must
be included in gross income for the taxable year in which received. In
determining whether a debt is worthless, the Commissioner will con-
sider all pertinent evidence, including the value of the collateral, if any,
securing the debt and the financial condition of the debtor. Legal
action need not be taken by the taxpayer-creditor if the surrounding
circumstances indicate that a favorable judgment cannot be satis-
fied."'
A reasonable allowance for the exhaustion, wear and tear, and ob-
solescence of property used in the trade or business of the taxpayer is
an allowable deduction from gross income."2 The proper allowance for
depreciation of any property used in the trade or business is that
amount which is set aside for the taxable year in accordance with a
reasonably consistent plan whereby the aggregate of the amount so set
aside, plus the salvage value, will equal the basis of the property at the
end of its useful life.7 In the case of tangible property the deprecia-
tion allowance applies to property which is subject to wear and tear,
to decay or decline from natural causes, to exhaustion and to obso-
lescence due to the normal progress of technology, or due to the in-
adequacy of the property to meet the growing needs of the business."4
It does not apply to inventories, to stock in trade or to land.
The capital sum to be replaced by the depreciation allowance is the
cost or other basis of the property for which the allowance is made.
To this amount is added the cost of improvements, additions and bet-
terments. Deductions are allowed for the amount of any definite loss
or damage sustained by the property through casualty, as distinguished
70 Rev. Regs. No. 2 § 102; cf. Fernandez Hermanos, Inc. v. Commissioner, Ct. Tax
App. No. 787 (June 10, 1963), 8 PHr.. TAX J. 462 (1963); Querol v. Collector, Ct.
Tax App. No. 320 (Oct. 7, 1959).71 Rev. Regs. No. 2 § 102. For examples of bad debts, see Rev. Regs No. 2 § 103.
72I NT. Rav. CoDE §§ 30(f), (f)(1), PHmiL. Axx. LAWS tit. 72, §§ 30(f), (f)(1)
(1956); Rev. Regs. No. 2 § 105.
7 3 Rev. Regs. No. 2 § 105.7 4 Rev. Regs. No. 2 § 106; Zamora v. Collector, Ct Tax App. No. 234 (Dec. 29,
1958), 4 PHm. TAx J. 159, aff'd, Gen. Reg. No. L-15290 (May 31, 1963), 8 PRum.
TAX J. 639 (1963). For depreciation of patents, copyrights, drawings, and models
see Rev. Regs. No. 2 §§ 111-12.
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from the gradual exhaustion of its utility. 5 Apart from the deprecia-
tion allowance for "normal obsolescence," the regulations permit an
additional allowance for "extraordinary obsolescence" where economic
conditions so affect the tangible property that it must be abandoned
prior to the end of its useful life."
Owners of or persons having an economic interest in mineral lands
or oil or gas wells are entitled to a depletion allowance." The Revenue
Code provides the following percentages for depletion: 272 % for oil
and gas wells; 23 % for mines of chromite, copper, gold, iron, manga-
nese, etc.; and 15% for mines of ball, brick, china, sagger, tile clay
and like minerals." The original cost depletion stipulated in the In-
ternal Revenue Code was replaced by the present provisions for per-
centage depletion on June 18, 1960."M The percentage depletion allow-
ance is based on the gross income of the taxpayer, after deducting rents
or royalties paid or incurred, but in no case can it exceed fifty per cent
of the net income or net profits."0
Nonresident foreign corporations are entitled to the following de-
ductions from their gross income: (a) Only those expenses which are
incurred in carrying on any business or trade conducted exclusively
within the Philippines may be deducted.8' (b) The deductible portion
of the interest payments is the proportion of such interest which the
amount of gross Philippine income bears to the amount of gross world
income.82
Example: A nonresident foreign corporation paid during the taxable
year interest of $200,000 for its business operations in the Philippines
and abroad. Assume its aggregate gross global income is $5,000,000, of
which $4,000,000 was from U.S. sources and $1,000,000 from sources in
the Philippines. The maximum amount allowable as an interest deduc-
tion is $1,000,000/$5,000,000 x $200,000, or $40,000.
(c) In the case of a nonresident foreign corporation, the deduction for
taxes is allowed only to the extent that they are connected with income
7 5 Rev. Reg. No. 2 § 108; Basilian Estates, Inc. v. Commissioner, Ct. Tax App. No.
986 (Nov. 19, 1963), 8 PHm. TAX J. 661 (1963).76 Rev. Regs. No. 2 § 110.
77 Gen. Circular No. V-332 (Jan. 6, 1961), 6 Pim. TAx J. 761 (1961).
78 INT. REV. CODE §§ 30(g) (1) (A)-(C), as amended, R.A. No. 2698 (June 18,
1960), PHmI. ANN. LAWS tit. 72, §§ 30(g) (1) (A)-(C) (Supp. 4, 1963).
79 R.A. No. 2698 (June 18, 1960).
"
0
INT. REv. CODE § 30(g) (1), as amended, R.A. No. 2698 (June 18, 1960), PHIL.
ANN. LAWS tit. 72, § 30(g) (1) (Supp. 4, 1963).8 1 INT. REv. CODE § 30(a) (2), PHiL. ANN. LAWS fit. 72, § 30(a) (2) (1956); Rev.
Regs. No. 2 § 77.8 2 IT. Rv. CODE § 30(b) (2), PHIL. ANN. LAWS fit. 72, § 30(b) (2) (1956); Rev
Regs. No. 2 § 78.
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from sources within the Philippines. 3 A nonresident foreign corpora-
tion is not entitled to take a credit for foreign taxes paid or accrued.84
(d) Nonresident foreign corporations are allowed to deduct only
losses: (i) incurred in business conducted within the Philippines; (ii)
of property located in the Philippines due to natural calamities, acci-
dent, theft or embezzlement; or (iii) incurred in transactions entered
into for profit in the Philippines, although not connected with busi-
ness. 5 (e) The reasonable allowance for deterioration of property
arising out of its use or employment in the business or trade in the case
of nonresident foreign corporations is permissible only when such
property is located within the Philippines." The allowance for deple-
tion of oil and gas wells or mines is likewise limited.87 Consequently,
in a case involving a nonresident foreign corporation "not engaged in
trade or business in the Philippines," its income from Philippine
sources was limited to royalty and rental payments. 8 The Tax Court
agreed with the Commissioner that the nonresident foreign corporation
was not entitled to the business expense deduction or to an allowance
for depreciation inasmuch as it was not doing business in the Philip-
pines.
SOURCES OF TAXABLE INcow.
The Revenue Code divides the income of taxpayers into three classes
depending on its source: income derived in full from sources within
the Philippines; income derived in full from sources without the Phil-
ippines; and income derived partly from sources within and partly
from sources without the Philippines.89 Citizens, residents, and domes-
tic corporations are taxable on income earned from all sources. Non-
resident alien individuals and foreign corporation are taxable only on
income from sources within the Philippines. 0
The following items are treated as gross income from sources within
88 INT. REv. CODE § 30(c) (2) (A), PHiL. ANN. LAws tit. 72, § 30(c) (2) (A)
(1956).84
INT. REv. CODE § 30(c) (2) (D), PH.. ANN. LAWS tit 72, § 30(c) (2) (D)
(1956) ; Rev. Regs. No. 2 § 91.8 5 
INT. REv. CODE § 30(d) (3), PHIL. ANN. LAWs tit. 72, § 30(d) (3) (1956); Rev.
Regs. No. 2 § 95.
8 6 INT. REv. CODE § 30(f) (2), PH3L. ANN. LAWS tit. 72, § 30(f) (2) (1956).8 7 INT. REv. CODE § 30(g) (2), as amended, R.A. No. 2698 (June 18, 1960), PunL.
ANN. LAWS tit. 72, § 30(g) (2) (Supp. 4, 1963).
88Home Prods. Intl, Ltd. v. Commissioner, Ct. Tax App. No. 725 (Feb. 26, 1962),
7 PH I. TAX J. 269 (1962).
8 INT. REV. CODE §§ 37(a) (c) (e), PH L. ANN. LAvS tit 72, §§ 37(a) (c) (e)
(1956); Rev. Regs. No. 2 § 152.
90 INT. Rsv. CODE §§ 21, 22(a), (b), 24(b) (1), (2), as amended, R.A. No. 2343
(June 20, 1959), PHIL. ANN. LAWS tit. 72, §§ 21, 22(a), (b), 24(b) (1), (2) (Supp.
4, 1963) ; Rev. Regs. No. 2 § 152.
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the Philippines: (a) interest derived from sources within the Philip-
pines, and interest on bonds, notes, or other interest-bearing obliga-
tions of residents, corporate or otherwise; (b) dividends received from
a domestic corporation (dividends received from a foreign corporation
are returnable if fifty per cent or more of the foreign corporation's
gross income for the three-year period preceding the taxable year is
earned in the Philippines); (c) compensation for labor or personal
services performed in the Philippines; (d) rental and royalties from
property located in the Philippines; and (e) gain from the sale of per-
sonal property as determined pursuant to section 37(e) of the Tax
Code. 1
Gross income from sources outside the Philippines includes: (a) in-
terest, other than that specified in section 37(a) (1) of the Tax Code as
being derived from sources within the Philippines; (b) dividends other
than those derived from sources within the Philippines as provided in
section 37(a) (2) of the Revenue Code; (c) compensation for labor or
personal services performed outside the Philippines; (d) rental or
royalties derived from property outside the Philippines or from any
interest in such property, including rentals or royalties for the use of
or the privilege of using patents, copyrights, secret processes and for-
mulas, goodwill, trademark, trade brands, franchises, and other like
property; and (e) gain derived from the sale of real property located
outside the Philippines.2 Income derived from the purchase and sale
of personal property is treated as derived entirely from "the country
in which sold."98 "The country in which sold" ordinarily means the
place where the property is marketed.9 This is at present determined
by where title to the property passes from seller to buyer. 5 Since the
Philippine Civil Code provisions on the sale of goods are based on the
United States Uniform Sales Act,9" the intention of the parties is of
primary importance in determining the place and time of transfer of
title.97 The case of Collector v. Anglo California Natl Bank held:
91 INT. REV. CODE §§ 37(a)(1)-(b), PH L. ANN. LAws tit. 72, §§ 37(a)(1)-(b)
(1956) ; Rev. Regs. No. 2, §§ 153-57. See Compafiia General de Tabacos v. Collector,
68 Phil. 238 (1939); Manila Gas Corp. v. Collector, 62 Phil. 895 (1936); Compafiia
General de Tabacos v. Collector, 51 Phil. 154 (1927).
92 INT. REV. CODE §§ 37(c) (1)-(5), PHIL. ANN. LAWS tit. 72, §§ 37(c) (1)-(5)
(1956); Rev. Regs. No. 2 § 158.93 INT. REv. CODE § 37(e), PHiL. ANN. LAws tit 72, § 37(e) (1956) ; Rev. Regs.
No. 2 § 159.94 Rev. Regs. No. 2 § 159.
95 Collector v. Anglo California Nat!l Bank, Gen. Reg. No. L-12476 (Jan. 29, 1960),
5 PHIL. TAX J. 265 (1960).
96 PHi. CvIL CODE arts. 1458-1600 (1899) ; REP. oF CODE Comm'N 141 (1948).9 7 Behn, Meyer & Co. v. Yangco, 38 Phil. 602 (1918).
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Construing the same provision of law (which is section 119(e) of
the 1934 Act, U.S. I.R.C.), United States courts are in accord in dis-
allowing the imposition of income taxes by its government on capital
gains where the sale takes place outside its territorial jurisdiction. It is
likewise the prevailing view that in ascertaining the place of sale, the de-
termination of when and where title to the goods passes from the seller to
the buyer is decisive (East Coast Oil Co. vs. Comm., 31 B.T.A., 558,
aff'd 85 F. (2d) 322, cert. den. 299 U.S. 608, 81 L. Ed. 449, 57 S. Ct.
234; also Disconto-Gaesellcraft vs. U.S. Steel Corporation, 267 U.S. 22;
Compafiia General de Tabacos de Filipinas vs. Collector, 279 U.S. 306,
73 L. Ed. 704, 49 S. Ct. 304).
In this case, it is admitted that the negotiation, perfection and con-
summation of the contract of sale were all done in California, U.S.A. It
follows that title to the shares of stock passed from the vendor to the
vendee at said place, from which time the incidents of ownership were
vested on the buyer.98
However, the foregoing rule does not apply to income from the sale
of personal property produced (in whole or in part) by the taxpayer
within and sold outside the Philippines or produced (in whole or in
part) by the taxpayer outside and sold within the Philippines. 9' The
income of taxpayers in this kind of a business is considered as derived
partly from sources within and partly from sources without the Philip-
pines. The determination of their net income is governed by different
rules, depending upon the circumstances of each case.
Many producers or manufacturers regularly sell part of their output
to wholly independent distributors or other selling concerns. Through
this procedure they usually establish a fairly independent factory or
production price. If the selling or distributing branch or department
of the business is located in a different country than the factory where
production is carried on, these producers or manufacturers may deter-
mine their net income attributable to sources within the Philippines by
an accounting which treats the products as sold by the factory or pro-
duction department to the distributing or selling department at the
established factory prices. Of course, the price so established must
not be affected by considerations of tax liability.100
In some cases no independent factory price is established. The net
income is determined by deducting from the gross income derived
from the sale of personal property, the expenses, losses, and other de-
98 Gen. Reg. No. 1-12476 (Jan. 29,1960), 5 PHI. TAx J. 265, 267 (1960).
DINT. REV. CODE § 37(e), Pnmi. ANN. LAws tit. 72, § 37(e) (1956); Rev. Regs.
No. 2 § 159.
1oo Rev. Regs No. 2 § 162.
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ductions properly apportioned and allocated, and a ratable part of
any expenses, losses, and other deductions which cannot definitely be
allocated. Of the amount of net income so determined, one-half is
apportioned in accordance with the value of the taxpayer's property
within the Philippines and within the foreign country. The portion
attributable to sources within the Philippines is obtained by multiply-
ing one-half of the net income by a fraction, the numerator of which
is the value of the taxpayer's property within the Philippines. The
denominator is the value of the taxpayer's property within the Philip-
pines and within the foreign country. The remaining one-half of the
net income is similarly apportioned in accordance with the gross sales
of the taxpayer within the Philippines and within the foreign country.
The amount attributable to sources within the Philippines is computed
by multiplying the second one-half with another fraction. The numer-
ator is the gross sales of the taxpayer within the Philippines, while the
denominator is the gross sales within and without the foreign
country.010
The Commissioner of Internal Revenue may consider applications
from taxpayers for permission to base their returns on their books of
accounts. This practice is permissible only in the cases of taxpayers
who, in good faith, and unaffected by the consideration of tax liability,
regularly employ in their books of accounts detailed allocations of re-
ceipts and expenditures which clearly reflect income derived from
sources within the Philippines."0 2
OTHER POSSIBLE CoRoATE TAxEs
A domestic or resident foreign corporation engaged in business in
the Philippines is subject to a variety of other taxes and license fees.
Provincial taxes consist for the most part of levies on real property.
Municipal taxes and licenses include levies on real and personal prop-
erty, taxes on gross receipts or sales, and miscellaneous license fees.
Except in the case of percentage taxes, provincial and municipal taxes
and licenses are not of material consequence. Real estate taxes are
usually not more than two per cent of the assessed value of the prop-
erty.0 3 The assessed value is normally forty per cent of the market
value. The improvements on the real estate as well as attached
machinery used for industrial, agricultural or manufacturing purposes,
101 Ibid.
102 Ibid.
103 C.A. No. 470 (June 16, 1939).
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are subject to the real estate tax, with the exception that machinery is
exempt from property taxes during the first five years of its use. "'
The City of Manila, for example, imposes taxes on wholesale and retail
sales; rates in both instances are graduated and based on the type of
article sold. The wholesale levy is a percentage tax of about one per
cent of gross sales. The retail tax is in the form of a quarterly license
fee based on gross sales in the preceding period; amounts range from
P60.00 to a maximum of P1,800.00-0 5
The National Internal Revenue Code in addition imposes specific,
privilege, and percentage taxes. The specific (excise) taxes apply to
certain goods manufactured or produced in the Philippines and to
goods imported for domestic sale or consumption, but not to anything
produced or manufactured for export from the Philippines. Those
subject to specific taxes are: distilled spirits, wines, fermented liquors,
tobacco products, matches, mechanical lighters, firecrackers, manufac-
tured oils, coal, fuel oils, other fuels, cinematographic films, playing
cards and saccharine. Rates range from P.15 to P75.00 based on the
appropriate weight or measure. °8
Privilege taxes on businesses and occupations are of two types: taxes
of fixed amounts (license fees), ranging from P20 to P1,000 for various
types of businesses, operations and certain service occupations0 7 and
secondly, percentage taxes (gross receipt and sales taxes), which are
based on gross sales, receipts or earnings. Manufacturers of rope,
sugar, coconut oil and desiccated coconut, millers of rice and corn,
public carriers, garages and film distributors are taxed at two per cent
of their gross receipts, but coconut products and rope are exempt if
104 Manila, P.I., Ordinance Nos. 3420, 3816.
105 Ibid.
I) INT. RE. CODE § 123, PH. ANN. LAWS tit. 72, § 123 (1956) ; I. REv. CODE§ 132, as amended, R.A. No. 56 (Oct. 16, 1946), P Hn.. A . LAW S tit .72, § 132(1956); INT. Ray. CODE § 133, PHIL ANN. LAWS tit. 72, § 133 (1956); INT. REV.
CODE § 134, as amended, ILA. No. 1608 (Aug. 23, 1956), Prni. ANN. LAWS tit 72,§ 134 (Supp. 4, 1963) ; INT. REv. CODE § 135, PHm. ANN. LAWS tit. 72, § 135 (1956) ;
INT. REV. CODE §§ 136-38, as amended, R.A. No. 1608 (Aug. 23, 1956), Pnm. ANN.
LAws tit. 72, §§ 136-38 (Supp. 4, 1963) ; INT. REV. CODE §§ 139-40, PHRI. ANN. LAws
tit. 72, §§ 139-40 (1956) ; INT. REv. CODE § 141, as amended, R.A. No. 1608 (Aug. 23,
1956), PHIL. ANN. LAWS tit. 72, § 141 (Supp. 4, 1963) ; INT. Rnv. CODE §§ 142-44,
as amended, R.A. No. 2258 (June 19, 1959), PH I. ANN. LAWS tit. 72, §§ 142-44
(Supp. 4, 1963); INT. REv. CODE § 145, as amended, RLA. No. 56 (Oct. 16, 1946),
PHir. ANN. LAws tit. 72, § 145 (1956) ; INT. REv. CODE § 146, as amended, R.A. No.
1608 (Aug. 23, 1956), PHIL. ANN. LAWS tit. 72, § 146 (Supp. 4, 1963) ; INT. REv.
CODE § 147, as amended, ILA. No. 56 (Oct. 16, 1946), PHIL. ANN. LAWS tit. 72, §
147 (1956) ; INT. REV. CODE § 148, as amended, LA. No. 1608 (Aug. 23, 1956), PHIL.
ANN. LAWS tit. 72, § 148 (Supp. 4, 1963).
107 INT. REv. CODE § 182, as amended, R.A. No. 1608 (Aug. 23, 1956), PRM. ANN.
LAWS tit. 72, § 182 (Supp. 4, 1963).
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exported." 8 Brokers are taxed at six per cent of gross compensation
received and independent contractors are taxed at three per cent.' 9
Sales taxes are levied at various rates on the first sale, barter, or
exchange of all articles based on their "gross selling price or gross
value in money." The rate depends on the nature and value of the
commodity sold as scheduled in four groups:
Automobiles:
P7,000 or below 50%
More than P7,000 to P10,000 75%
In excess of P10,000 100%
Luxury articles:
(Such as jewelry, perfumes, golf dubs, etc.) 50%
Semi-luxury articles:
(Such as sporting goods, appliances,
luggage, etc.) 30%
Articles not elsewhere specified 7%..
In the case of imported articles, the sales tax is collected in advance at
the time of importation on the basis of landed cost plus markups of
one hundred, fifty or twenty-five per cent, depending on the classifica-
tion of the articles."' The law provides for some relief from double
taxation by allowing the cost of imported articles or materials, that are
subject to tax and used in the manufacturing process, to be deducted
from the gross selling price in computing the sales tax due." 2
"Gross selling price" or "gross value in money" has been defined by
the Supreme Court as "the total amount of money or its equivalent
which the purchaser pays to the vendor to receive the goods" in an
arms length transaction."' However, where a manufacturer sells his
products through a controlled or wholly owned subsidiary the gross
selling price for tax purposes is not the selling price between the manu-
108 INT. REV. CODE § 189, as amended, R.A. No. 1856 (June 22, 1957), R.A. No.
2376 (June 20, 1959) and R.A. No. 3704 (June 22, 1963), PHrr. ANN. LAWS tit. 72,
§ 189 (Supp. 4, 1963) ; INT. REV. CODE: § 192, as amended, R.A. No. 1612 (Aug. 24,
1956), Pan. ANN. LAWS tit. 72, § 192 (Supp. 4, 1963).
109 INT. REv. CODE § 191, as amended, R.A. No. 1612 (Aug. 24, 1956), Pnt.. ANN.
LAWS tit. 72, § 191 (Supp. 4, 1963) ; NT. REV. CODE § 195, as amended, R.A. No.
2344 (June 20, 1959) and R.A. 3704 (June 22, 1963), PHr.. ANN. LAws tit. 72, § 195
(Supp. 4, 1963).
L10 INT. REV. CODE § 184, as amended, R.A. No. 48 (Oct. 3, 1946), PHIL. ANN.
LAWS tit. 72, § 184 (1956); INT. REV. CODE § 185, as amended, R.A. No. 1612 (Aug.
24, 1956), PHIL. ANN. LAWS tit. 72, § 185 (Supp. 4, 1963) ; INT. REv. CODE § 186,
PHIL. ANN. LAWS tit. 72, § 186 (1956).
111 INT. REV. CODE § 183, PiL. ANN. LAWS tit. 72, § 183 (1956).
112 INT. REV. CODE § 186, PHiL. ANN. LAWS tit. 72, § 186 (1956).
11 Inchausti & Co. v. Cromwell, 20 Phil. 345 (1911).
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facturer and the "sales outlet," but is the gross selling price between
the sales outlet and the general public.11'
This group of taxes, especially the sales tax, have always been con-
sidered regressive, but their true impact on manufacturers and con-
sumers is only currently being assessed. Partially completed studies of
the Joint Legislative-Executive Tax Commission show that the average
tax burden per household is estimated at P323 and of this P234 or
72.4% is attributed to production and sales taxes, and P89 or 27.6%
to income and property taxes. The studies further reveal that these
taxes are most regressive in the income class below P1,500. They are
relatively proportional for the income class P1,500 to P3,000, and re-
gressive again within the income class of P3,000 to P6,000. These fig-
ures are most significant when it is considered that about 73 % of the
total households (i.e., involved in the Tax Commission study) belong
to the income class below P1,500 and that the average per capita in-
come in the Philippines is P363. 115 In other words, the main brunt of
the tax burden is carried by those who can least afford it and who, of
course, make up the overwhelming majority of the consumers in the
Philippines.
Salaries and other compensation paid to employees are subject to a
withholding tax the rate of which depends on the amount of income
and the deductions for personal and additional exemptions.1" Divi-
dends, interest, royalties, knowhow fees, rents, and other fixed and
determinable income from a domestic corporation, if paid to a non-
resident foreign corporation is subject to a thirty per cent withholding
tax; if paid to a nonresident individual, the rate is twenty per cent,
unless the income exceeds P23,800 in which event the withholding tax
is based on the individual tax rate schedule, but in no event can it be
less than twenty per cent.1"
ACCOUNTING PRACTICE AND RESTRI CTIONS
The net income of a corporation is computed on the basis of its
114 Philippine Amusement Enterprise, Inc. v. Commissioner, Ct. Tax App. No. 718
(Jan. 25, 1964), 9 PHIL. TAX J. 419 (1964) ; Liddell & Co. v. Collector, Gen. Reg.
No. L-9687 (June 30, 1961); Yutivo Sons Hardware Co. v. Court of Tax Appeals,
Gen. Reg. No. L-13203 (Jan. 28, 1961), 6 PH3L. TAX J. 452 (1961).
115 5 PHmLIPPiN JornT LEuIsLATrvE-ExEcunIW TAX COmi'N ANN. REP. (1964);
NAT'L ECONOmIC CoUNCIL, ANALYsIs OF NAT'L INCOmE OF THE PHILIPPINES: 1961-
1963 (June, 1964). The per capita income figure cited is for 1963, and is in terms of
1955 constant prices.11 6 INT. R v. CODE Supp. A, arts. 1, 2, 3.
U INT. REv. CODE §§ 54, 22(b), as amended, R.A. No. 2343 (June 20, 1959), PHIL.
ANN. LAWS tit. 72, §§ 54, 22(b) (Supp. 4, 1963) ; Rev. Regs. No. 2 §§ 198, 199.
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annual accounting period pursuant to the method of accounting regu-
larly employed in keeping the corporate books and records.'18 Gener-
ally, an accounting period consists of twelve months determined on a
calendar or fiscal year basis. Only corporations and registered general
partnerships, however, may file their returns on a fiscal year basis.
The "cash basis" and the "accrual basis" are the two principal
accounting methods recognized by the law and regulations."' Applica-
tion for permission to change either the period or method of account-
ing regularly employed by the taxpayer must be filed with the Com-
missioner, and in the case of accounting method changes the applica-
tion must be within ninety days after the beginning of the taxable year
covered by the return.'
Although a taxpayer may adopt any approved standard method of
accounting which reflects his true income, the system chosen must
adhere to three essential standards: (a) In all cases in which the pro-
duction, purchase, or sale of merchandise of any kind is an income-
producing factor, inventories of the merchandise on hand (including
finished goods, work in process, raw materials, and supplies) should
be taken at the beginning and end of the year and used in computing
the net income of the year in accordance with sections 144 to 151 of
the Revenue Regulations. (b) Expenditures made during the year
should be properly classified as between capital and income; that is
to say, expenditures for items of plant, equipment, etc. which have a
useful life extending substantially beyond the year should be charged
to a capital account and not to an expense account. (c) In any case in
which the cost of capital assets is being recovered through deductions
for wear and tear, depletion, or obsolescence, any expenditure (other
than ordinary repairs) made to restore the property or prolong its
useful life should be added to the property account or charged against
the appropriate reserve and not to current expenses.'
If a taxpayer does not utilize an approved system of accounting or
if his method does not clearly reflect his taxable income, section 38 of
the Tax Code authorizes the Commissioner to make the necessary
computation in such manner as in his opinion will clearly reflect the
taxpayer's income. The Philippine Commissioner of Internal Revenue
118 INT. REV. CODE § 38, PnI. ANN. LAWS tit. 72, § 38 (1956); Rev. Regs. No. 2
§ 166.
"19 INT. REV. CODE § 38, PHIL. ANN. LAWS tit. 72, § 38 (1956) ; Rev. Regs. No. 2
§§ 167, 169.
120 Rev. Regs. No. 2 §§ 168, 172.
12 1 Rev. Regs. No. 2 § 167.
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has made use of this power in several instances by adopting the so-
called "net worth-expenditure method" in his determination of a tax-
payer's unreported income. 22 Moreover, the Commissioner is further
authorized by Section 44 of the Revenue Code to allocate, distribute
or apportion gross income or deductions between or among two or
more business entities which are controlled or owned, directly or in-
directly, by the same interests, if he determines that such allocation or
distribution is necessary to prevent tax evasion 23
A taxpayer may adopt any reasonable and consistent method of de-
preciation such as the "straight-line," "fixed percentage," "declining-
balance," "revaluation," or the "sinking fund" method, provided it is
reasonable and takes into account operating conditions during the
taxable period.' 2 The determination of "reasonableness" is made at
the end of the period covered in the tax return. If it develops that the
useful life of the property will be longer or shorter than the useful life
as originally estimated, the portion of the cost or other basis of the
property not already provided for through depreciation allowances
should be spread over the remaining useful life of the property as re-
estimated in light of subsequent facts, and depreciation deductions
taken accordingly. 2 Philippine tax laws do not presently allow accel-
erated depreciation; however, in the absence of applicable Philippine
precedent or regulations, the Commissioner and the Tax Court give a
great deal of weight to the depreciation tables appearing in Bulletin
"F" issued by the United States Treasury Department. To quote the
Tax Court on this point:
It is true that Bulletin "Y' has no binding force, but it has strong per-
suasive force considering that the same has been the result of scientific
studies and observation for a long period in the United States after
whose Income Tax Law ours is patterned 26
In order to reflect the net income correctly, inventories at the begin-
S22 See, e.g., Li Yao v. Collector, Gen. Reg. No. L-11875 (Dec. 28, 1963); Jamir
v. Collector, Ct. Tax App. No. 443 (Nov. 28, 1959), 5 PHiL. TAX J. 232 (1960),
aff'd, Gen. Reg. No. L-16552 (March 30, 1962), 7 PHIL. TAx J. 475 (1962); Avelino
v. Collector, Ct Tax App. No. 88 (Nov. 29, 1958) ; 4 PHIL. TAX J. 48 (1959), affd,
Gen. Reg. No. 17715 (July 31, 1963), 8 PHIL. TAx J. 710 (1963) ; Perez v. Araneta,
Ct. Tax App. No. 189 (Feb. 13, 1956), 1 PHm. TAx J. 266 (1956), aff'd, Gen. Reg.
No. L-10507 (May 30, 1958), 3 PHIL. TAx J. 385 (1958).
123Urban Estate, Inc. v. Commissioner, Ct Tax App. No. 640 (May 6, 1963), 8
PHIL. TAX J. 344 (1963) ; Yulo v. Araneta, Ct. Tax App. No. 84 (July 8, 1958).
'
24 Rev. Regs. No. 2 § 109.
125 Ibid.
126 Zamora v. Collector, Ct. Tax App. No. 234 (Dec. 29, 1958), 4 PHIL. TAx J.
159, 163 (1959), aff'd, Gen. Reg. No. L-15290 (May 31, 1963), 8 PHIL. TAX J. 639(1963).
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ning and at the end of each year are necessary where the production,
purchase, or sale of merchandise is an income producing factor. The
inventory should include raw materials and supplies on hand that have
been acquired for sale, consumption, or use in productive processes
together with all finished or partly finished goods. Only merchandise,
title to which is vested in the taxpayer, should be included in his in-
ventory."' The law provides two tests to which each inventory must
conform. It must conform as nearly as possible to the best accounting
practice in the trade or business and it must clearly reflect the taxpay-
er's income. In this regard, greater weight is given to consistency than
to any particular method of inventory or basis of valuation. The bases
of valuation most commonly used by business concerns and which meet
the requirements of the Code and Regulations are cost price or cost or
market price, whichever is the lower."
Organizational and preoperating expenses such as incorporation
fees, attorney's fees, and accountant's charges are ordinarily capital
expenditures, except where such expenditures are limited to purely in-
cidental expenses. A taxpayer may charge incidental expenses against
income in the year incurred.'29 The Bureau of Internal Revenue re-
quires organizational and preoperating expenses to be amortized over
the lifetime of the corporate taxpayer. ° This usually means a period
of fifty years because all corporations organized under Philippine law
are limited to an initial life of fifty years."'
TAx TREATiES
On October 6, 1964, in Washington, D.C., representatives of the
Philippine Republic and the United States of America signed a Tax
Treaty for "the avoidance of double taxation and the prevention of
fiscal evasion with respect to taxes on income." This Convention,
however, is still subject to ratification by the Senates of both countries.
The Tax Treaty, if and when it comes into effect, will not bring
about any major changes in the income tax laws of the Philippines.
The rules governing the taxable income of resident and nonresident
American individuals and corporations and the provisions for foreign
tax credit remain the same. The Tax Convention does introduce one
127 INT. REv. CODE § 36, PiL. ANN. LAws tit. 72, § 36 (1956); Rev. Regs. No. 2
§144.
128 Rev. Regs. No. 2 §§ 145-47.
129 Rev. Regs. No. 2 § 120.
130 Phil. Bur. Int. Rev. Rul. (Aug. 16, 1962), citing Hershey Mfg. Co. v. Commis-
sioner, 43 F.2d 298 (10th Cir. 1930).131 Section 6(4), P.A. No. 1459 (March 1, 1906), as amended.
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innovation. Article 7 states that the "industrial or commercial profits"
of a corporation are subject to tax only if that corporation has a "per-
manent establishment" in the country seeking to impose the tax. In-
dustrial or commercial profits are limited to those profits derived from
"manufacturing, mercantile, agricultural, fishing and mining activities,
and from the furnishing of personal services."' Other types of in-
come such as interest, royalties, dividends and the like continue to be
taxed as discussed above. A corporation is deemed to have a perma-
nent establishment in the taxing country if it has maintained for more
than three months a "fixed place of business" such as a branch, office,
factory, sales outlet, mine, quarry or construction site133 Article 8
further enumerates certain conditions which will not create a perma-
nent establishment; 3' which will subject the corporation to taxation
despite the absence of a permanent establishment; " 5 and which will
not be taken into account in determining whether or not a permanent
establishment exists.'38
Taxpayers laboring under the burdens of international double taxa-
tion may find some relief in the future from two provisions of the Tax
Treaty. Each of the contracting states promises not to discriminate
against a citizen of the other by subjecting him to more burdensome
taxes than its own citizens bear."' Article 19 creates a procedure
whereby a taxpayer's claim or problem may be elevated to a govern-
ment-to-government level and settled accordingly. Subject to existing
laws and regulations, exchange of information and assistance in the
collection of taxes between the Philippines and the United States is
provided for in the Tax Treaty."8
U.S. CiznmNs EmPLOYED IN THE PHMIPPNES
Under the Revenue Regulations, it appears that American citizens
employed by a local business entity for a year or more are considered
residents for tax purposes. Section 5 of the Regulations reads:
132Art. 7, para. (3), Tax Convention with the United States of America. See
Appendix I for the full text of the treaty. This is the first, and so far the only, Tax
Convention entered into by the Philippines.
133 Art. 8, paras. (1), (2), Tax Convention with the United States of America.
See Appendix I.
234 Art. 8, paras. (3) (a)-(e), (5), Tax Convention with the United States of
America. See Appendix I.
13 5 Art 8, paras. (4) (a)-(c), Tax Convention with the United States of America.
See Appendix I.
13 0 Art. 8, para. (6), Tax Convention with the United States of America. See
Appendix I.
13 7 Art 6, Tax Convention with the United States of America. See Appendix I.
138 Arts. 20-22, Tax Convention with the United States of America. See Appen-
dix I.
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An alien actually present in the Philippines who is not a mere transient
or sojourner is a resident of the Philippines for purposes of the income
tax.... One who comes to the Philippines for a definite purpose which
in its nature may be promptly accomplished is a transient. But if his
purpose is of such a nature that an extended stay may be necessary for
its accomplishment, and to that end the alien makes his home tempo-
rarily in the Philippines, he becomes a resident, though it may be his
intention at all times to return to his domicile abroad when the purpose
for which he came has been consummated or abandoned.13 9
Philippine Immigration Laws allow aliens to come into the Philippines
for the purpose of engaging in business under a prearranged employee
relationship, or as a treaty trader or treaty investor. 4 ' In either cate-
gory, the alien enters the Philippines "for a definite purpose" and a
stay of one to three years. As a resident, the American employee must
report his income from all sources and like a Filipino citizen is entitled
to a personal exemption of P3,000 if married or head of family, P1,000
if single, and to an additional exemption of P1,000 for each depend-
ent."" He may also choose to itemize his deductions pursuant to sec-
tion 30 or take the optional standard deduction of P1,000 or ten per
cent of gross income whichever is lower. The individual income tax
rates are graduated upwards as follows:
First P 2,000 3% Next P 10,000 48%
Next 2,000 6 10,000 50
2,000 9 20,000 52
2,000 16 20,000 53
2,000 20 20,000 54
10,000 24 40,000 55
10,000 30 50,000 56
10,000 36 50,000 57
10,000 40 100,000 58
10,000 42 100,000 59
10,000 44 500,000 60142
10,000 46
139 Phil. Bur. Int. Rev. Rul. No. 635 (Oct. 6, 1958); Phil. Bur. Int. Rev. Rul. No.
195 (April 29, 1959). But see Phil. Bur. Int. Rev. Rul. (Oct. 8, 1958) ; Phil. Bur. Int.
Rev. Rul. No. 324 (July 13, 1959). Cf. Caraballo v. Philippines, Gen. Reg. No.
L-15080 (April 25, 1962).
140 C.A. No. 613, § 9(g) (Oct. 3, 1940); R.A. No. 1393, § 1 (Aug. 29, 1955).
141 INT. REv. CODE §§ 21, 23, as amended, R.A. No. 2343 (June 20, 1959), PHIL.
ANN. LAWS tit. 72, §§ 21, 23 (Supp. 4, 1963) ; INT. Ray. CODE § 30(k) (Sept 22,
1950), PHmn. ANN. LAWS tit. 72, § 30(k) (1956) ; Rev. Regs. No. 2 §§ 7, 10, 11, 12.
142 1NT. Rav. CODE § 21, as amended, R.A. No. 2343 (June 20, 1959), PHm. ANN.
LAws fit. 72, § 21 (Supp. 4, 1963).
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He may, of course, take advantage of the foreign tax credit or deduc-
tion provisions of the Tax Code.
GENERAL OBSERVATIONS
Although the basic conditions under which the Philippine Tax Code
was passed have long ceased to exist, it has not undergone any major
revision since it was enacted in 1939. Under present conditions, the
Tax Code has proved itself, in many respects, inadequate and a deter-
rent to economic growth. A recent study, for example, shows that
Philippine income tax in the P20,000 to P100,000 brackets are fifty per
cent to sixty per cent higher than those in the United States. Under
these circumstances, savings and capital formation are virtually impos-
sible and the desired concomittant development of a strong and large
middle class is impeded. As previously mentioned, our system of in-
direct taxes is regressive in character and shouldered by those least
able to afford it. Despite the extensive use of the corporate vehicle in
conducting business and the drive for further industrialization, the
present Tax Code contains no provisions which would allow net loss
carry-over for five years, accelerated depreciation, or even the amorti-
zation over a five-year period of organizational and preoperating
expenses.
The most serious defect of the present Philippine tax system lies in
its failure to recognize the key role which taxation today plays in
raising capital, distributing income, and stimulating as well as chan-
neling investment activity.
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APPENDIX I
CONVENTION BETWEEN THE REPUBLIC OF THE PHILIPPINES
AND THE UNITED STATES OF AMERICA
FOR THE AVOIDANCE OF DOUBLE TAXATION AND THE PREVENTION
OF FISCAL EVASION WITH RESPECT TO TAXES ON INCOME
The Government of the Republic of the Philippines and the Gov-
ernment of the United States of America, desiring to conclude a con-
vention for the avoidance of double taxation and the prevention of
fiscal evasion with respect to taxes on income, have appointed for that
purpose their respective Plenipotentiaries:
The Government of the Republic of the Philippines
Mauro Mendez, Secretary of Foreign Affairs of the Republic of
the Philippines, and
Rufino G. Hechanova, Secretary of Finance of the Republic of
the Philippines,
The Government of the United States of America:
Dean Rusk, Secretary of State of the United States of America,
who, having communicated to each other their respective full powers,
found in good and due form, have agreed upon the following Articles:
ARTICLE 1
Taxes Covered
(1) The taxes which are the subject of the present Convention are:
(a) In the case of the United States, the Federal income tax,
including surtax, imposed by Subtitle A of the Internal Revenue Code
(but not including the tax on improperly accumulated earnings or the
personal holding company tax).
(b) In the case of the Philippines, the income tax imposed by
Title II of the National Internal Revenue Code (but not including the
tax on improperly accumulated earnings or the personal holding com-
pany tax).
(2) The present Convention shall also apply to taxes substantially
similar to those covered by paragraph (1) of this Article which are
subsequently imposed in addition to, or in place of, existing taxes.
(3) For the purpose of Article 6, this Convention shall also apply
to taxes of every kind, and to those imposed at the national, state, or
local level.
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ARTICL 2
General Definitions
(1) In the present Convention, unless the context otherwise re-
quires:
(a) The term "United States" means the United States of
America, and when used in a geographical sense means the States
thereof, the District of Columbia, and Wake Island;
(b) The term "Philippines" means the Republic of the Philip-
pines, and when used in a geographical sense means the territories
compromising -the Philippines;
(c) The terms "one of the Contracting States" and "the other
Contracting State" mean the United States or the Philippines, as the
context requires;
(d) The term "person" comprises on individual, a corporation
and any other body of individuals or persons;
(e) The term "corporation" means any body corporate, associ-
ation or joint stock company or other entity which is treated as a body
corporate for tax purposes;
(f) The term "United States corporation" means a corporation
created or organized under the laws of the United States or of any
State thereof or the District of Columbia;
(g) The term "Philippine corporation" means a corporation
created or organized under the laws of the Philippines;
(h) The terms "resident or corporation of one of the Contract-
ing States" and "resident or corporation of the other Contracting
State" mean a resident or corporation of the United States or a resi-
dent or corporation of the Philippines, as the context requires;
(i) The term "competent authority" means:
(1) in the United States, the Secretary of the Treasury or
his delegate;
(2) in the Philippines, the Secretary of Finance or his
delegate.
(2) As regards the application of the present Convention by a Con-
tracting State, any term not otherwise defined shall, unless the context
otherwise requires, have the meaning which it has under the laws of
that Contracting State relating to the taxes which are the subject of
the present Convention.
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ARTICLE 3
General Rules of Taxation
(1) A resident or corporation of one of the Contracting States shall
be taxable by the other Contracting State only on income derived from
sources within that other Contracting State.
(2) A resident or corporation of one of the Contracting States shall
be taxed by the other Contracting State on income taxable under
paragraph (1) in accordance with the limitations set forth in the
present Convention. Any income to which the provisions of the pres-
ent Convention are not expressly applicable shall be taxable by each
of the Contracting States in accordance with its own law. The provi-
sions of the present Convention shall not be construed to restrict in
any manner any exclusion, exemption, deduction, credit or other
allowance now or hereafter accorded (a) by the laws of one of the
Contracting States in the determination of the tax imposed by that
State or (b) by any other agreement between the Contracting States.
(3) Except as provided in paragraph (4), a Contracting State may
tax an individual who is a citizen or resident of that Contracting State
(whether or not such person is also a resident of the other Contracting
State) or a corporation of that Contracting State (whether or not also
a corporation of the other Contracting State) as if the present Con-
vention had not come into effect.
(4) The provisions of paragraph (3) shall not affect-
(a) the benefits conferred by a Contracting State under Articles
4 and 6;
(b) the benefits conferred by the United States under Article
18; and
(c) the benefits conferred by a Contracting State under Articles
14, 15, 16 and 17 upon individuals other than citizens of, or
individuals having immigrant status in, that Contracting
State.
ARTICLE 4
Relief from Double Taxation
Double taxation of income shall be avoided in the following manner:
(1) The United States shall allow as a credit against its tax specified
in subparagraph (1) (a) of Article 1 the appropriate amount of taxes
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paid to the Philippines. Such appropriate amount shall be based upon
the full amount of tax paid to the Philippines, and such credit shall, in
other respects, be allowed in accordance with the applicable revenue
laws of the United States. It is agreed for this purpose that the Philip-
pine tax specified in subparagraph (1) (b) of Article 1 shall be con-
sidered to be an income tax, and that by virtue of the provisions of
paragraph (2) of this Article the Philippines satisfies the similar credit
requirement prescribed by section 901 (b) (3), Internal Revenue Code
of 1954, with respect to taxes paid to the Philippines.
(2) The Philippines shall allow to a resident or corporation of the
Philippines as a credit against its tax specified in subparagraph (1) (b)
of Article 1 the appropriate amount of taxes paid to the United States.
Such appropriate amount shall be based upon the full amount of tax
paid to the United States, and such credit shall, in other respects, be
allowed in accordance with the revenue laws of the Philippines. It is
agreed for this purpose that the United States tax specified in subpara-
graph (1) (a) of Article 1 shall be considered to be an income tax and
that by virtue of the provisions of paragraph (1) of this Article the
United States satisfies the similar credit requirement prescribed by
section 30(c) (3) (b), National Internal Revenue Code, with respect to
taxes paid to the United States.
ARTICLE 5
Source of Income
For the purposes of Articles 3 and 4:
(1) Income from the performance of personal services (including
private pensions and annuities paid in respect of such services) or the
furnishing of personal services shall be treated as income from sources
within the State in which such services are performed. Compensation
for personal services performed aboard ships or aircraft operated by
a resident or corporation of a Contracting State and, in the case of the
United States, registered in the United States (including private pen-
sions and annuities paid in respect of such services) shall be treated
as income from sources within that Contracting State, if rendered by
a member of the regular complement of the ship or aircraft.
(2) The source of any item of income to which the provisions of this
Article are not expressly applicable shall be determined by each of
the Contracting States in accordance with its own law.
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ARTICLE 6
Nondiscrimination
(1) A citizen of one of the Contracting States who is a resident of
the other Contracting State shall not be subjected in that other Con-
tracting State to more burdensome taxes than is a citizen of that other
Contracting State who is resident therein.
(2) A permanent establishment which a citizen or corporation of
one of the Contracting States has in the other Contracting State shall
not be subject in that other Contracting State to more burdensome taxes
than is a citizen or corporation of that other Contracting State carrying
on the same activities. This paragraph shall not be construed as oblig-
ing either Contracting State to grant to citizens of the other Contract-
ing State who are not residents of the former Contracting State any
personal allowances or deductions which are by its law available only
to residents of that former Contracting State.
(3) A corporation of one of the Contracting States, the capital of
which is wholly or partly owned by one or more citizens or corporations
of the other Contracting State, shall not be subjected in the former
Contracting State to more burdensome taxes than is a corporation of
the former Contracting State, the capital of which is wholly owned by
one or more citizens or corporations of that former Contracting State.
ARTICLE 7
Business Profits
(1) A resident or corporation of one of the Contracting States shall
be subject to tax in the other Contracting State with respect to its in-
dustrial or commercial profits only if that resident or corporation has
a permanent establishment in that other Contracting State.
(2) In the imposition of such tax-
(a) there shall be allowed as deductions ordinary and necessary
expenses, wherever incurred, which are allocable, to the reasonable
satisfaction of the competent authority of that Contracting State, to
income from sources within that Contracting State; and
(b) no profits shall be deemed to be derived from sources within
that Contracting State merely by reason of the purchase of goods or
merchandise.
(3) For purposes of paragraph (1) the term "industrial or commer-
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cial profits" means income derived from the active conduct of a trade
or business. It includes profits from manufacturing, mercantile, agri-
cultural, fishing and mining activities, and from the furnishing of per-
sonal services. It does not include income from the performance of
personal services, dividends, interest, royalties, income from the rental
of personal property, income from real property, insurance premiums,
or gains derived from the sale or exchange of capital assets.
ARTICLE 8
Definition of Permanent Establishment
(1) The term "permanent establishment" means a fixed place of
business through which a resident or corporation of one of the Con-
tracting States engages in trade or business.
(2) The term "a fixed place of business" includes, but is not limited
to, a branch; an office; a store or other sales outlet; a workshop; a
factory; a warehouse; a mine; quarry or other place of extraction of
natural resources; a building site, or construction or installation sites,
which exists for more than three months.
(3) The term "permanent establishment" shall not be deemed to in-
clude any one or more of the following:
(a) facilities used for the purpose of storage, display or delivery
of goods or merchandise belonging to the resident or corporation;
(b) the maintenance of a stock of goods or merchandise belong-
ing to the resident or corporation for the purpose of storage, display
and/or delivery;
(c) the maintenance of a stock of goods or merchandise belong-
ing to the resident or corporation for processing by another person;
(d) a fixed place of business maintained for the purpose of pur-
chasing goods or merchandise, and/or for the collection of information,
for the resident or corporation;
(e) a fixed place of business maintained for the purpose of ad-
vertising, for the supply of information, for scientific research, or for
similar activities which have a preparatory or auxiliary character, for
the resident or corporation.
(4) Even if a resident or corporation of one of the Contracting States
does not have a permanent establishment in the other Contracting
State under paragraphs (1)-(3) of this Article, nevertheless he shall
19651
WASHINGTON LAW REVIEW
be deemed to have a permanent establishment in the latter State if he
engages in trade or business in that State through an agent who-
(a) has an authority to conclude contracts in the name of that
resident or corporation and regularly exercises that authority in the
latter State unless the exercise of the authority is limited to the pur-
chase of goods or merchandise;
(b) regularly secures orders in the latter State for that resident
or corporation; or
(c) maintains in the latter State a stock of goods or merchandise
belonging to that resident or corporation from which he regularly
makes deliveries or fills orders.
(5) Notwithstanding paragraph (4) of this Article, a resident or
corporation of a Contracting State shall not be deemed to have a per-
manent establishment in the other Contracting State merely because it
uses the services in that State of a bona fide broker, general commission
agent, forwarding agent, indentor or other agent of independent status
acting in the ordinary course of its business. For this purpose, an
agent shall not be considered to be an agent of independent status if it
acts as an agent exclusively or almost exclusively for the resident or
corporation (or for that resident or corporation and any other person
controlling, controlled by, or under common control with that resident
or corporation) and carries on any of the activities described in para-
graph (4) of this Article.
(6) The fact that a corporation of one of the Contracting States
controls or is controlled by or is under common control with (a) a
corporation of the other Contracting State or (b) a corporation which
engages in trade or business in that other Contracting State (whether
through a permanent establishment or otherwise) shall not be taken
into account in determining whether the activities or fixed place of
business of either corporation constitutes a permanent establishment
of the other corporation.
(7) A resident or corporation of one of the Contracting States shall
be deemed to have a permanent establishment in the other Contracting
State if that resident or corporation provides the services in the latter
State of public entertainers referred to in Article 13, paragraph (3).
(8) If a resident or corporation of one of the Contracting States
has a permanent establishment in the other Contracting State at any
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time during the taxable year, it shall be considered to have a perma-
nent establishment in that other Contracting State for the entire tax-
able year.
ARTICLE 9
Related Persons
(1) Where a resident or corporation of a State deriving commercial
and industrial profits in one of the Contracting States and any other
person are related and where such related persons make arrangements
or impose conditions between themselves which are different from
those which would be made between independent persons, then any
income which would, but for those arrangements or conditions, have
accrued to such resident or corporation but, by reason of those
arrangements or conditions, has not so accrued, may be included in
the income of such resident or corporation for purposes of the present
Convention and taxed by that Contracting State accordingly.
(2) (a) A person other than a corporation is related to a corpora-
tion if such person participates directly or indirectly in the manage-
ment, control or capital of the Corporation.
(b) A corporation is related to another corporation if either
participates directly or indirectly in the management, control, or capi-
tal of the other, or if any person or persons participate directly or
indirectly in the management, control or capital of both corporations.
ARTICLE 10
Interest
Interest received by the Government of one of the Contracting
States or any agency or instrumentality wholly owned by that Govern-
ment shall be exempt from tax by the other Contracting State.
ARTicLE 11
Income from Real Property
A resident or corporation of one of the Contracting States subject to
tax in the other Contracting State on income from the rental of build-
ings or from real property which is improved with buildings, including
gains derived from the sale or exchange of such property, or on royal-
ties in respect of the operation of mines, quarries, or other natural
resources may elect for any taxable year to compute that tax on such
income on a net basis.
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ARTICLE 12
Gains upon Transfers to Controlled Corporations
A resident or corporation of one of the Contracting States shall be
exempt from tax in the other Contracting State with respect to gain
realized upon the transfer of property to a corporation in exchange for
stock in such corporation-
(1) If immediately thereafter such resident or corporation, or such
person together with any other persons making similar transfers as
part of the same transaction, owns stock of such corporation pos-
sessing at least 80 percent of the total combined voting power of all
classes of stock entitled to vote and at least 80 percent of the total
number of shares of all other classes of stock of the corporation; and
(2) Where the transferee corporation is a Philippine corporation, if
the property is transferred and recorded on the books of account of
the corporation at a value not exceeding the value of which such prop-
erty was recorded on the books of account of the transferor.
ARTICLE 13
Income from Personal Services
(1) An individual who is a resident of one of the Contracting States
shall be exempt from tax by the other Contracting State with respect
to income from personal services if-
(a) he is present within the latter Contracting State for a period
or periods not exceeding in the aggregate 90 days during the taxable
year, and
(b) such income is not deducted in computing the profits of a
permanent establishment of a resident or corporation of the former
Contracting State subject to tax in the latter Contracting State, and
(c) in the case of employment income, the services are per-
formed as an employee of a resident or corporation of the former
Contracting State, and
(d) the aggregate amount of such income does not exceed $3,000
(or its equivalent in Pesos)
(2) For purposes of paragraph (1) of this Article, the term "income
from personal services" includes employment income and income
earned by an individual from the performance of personal services in
an independent capacity. The term "employment income" includes
income from services performed by officers and directors of corpora-
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tions. Income from personal services performed by partners shall
generally be treated as income from the performance of services in an
independent capacity, but a salary or other fixed amount paid by a
partnership to an active partner shall be considered income from em-
ployment by the partnership, if similar payments are not made to
inactive partners.
(3) Notwithstanding paragraph (1) of this Article, the income from
personal services of public entertainers, such as athletes, musicians
and actors, from their activities as such, may be taxed in the Contract-
ing State in which the services are performed if such income exceeds
either $100 (or its equivalent in Pesos) for each day the individual is
present in the latter Contracting State or an aggregate amount of
$3,000 (or its equivalent in Pesos).
(4) Compensation received by any individual for personal services
performed aboard ships or aircraft operated by a resident or corpora-
tion of a Contracting State (and, in the case of the United States, reg-
istered in the United States) shall, subject to paragraph (3) of Article
3, be exempt from tax by the other Contracting State, if the services
are rendered by a member of the regular complement of the ship or
aircraft.
ARTicL, 14
Teachers
An individual who is a resident of one of the Contracting States at
the beginning of his visit to the other Contracting State and who, at
the invitation of the Government of the other Contracting State or of
a university or other accredited educational institution situated in the
other Contracting State, visits the latter Contracting State for the pur-
pose of teaching or engaging in research, or both, at a university or
other accredited educational institution shall be exempt from tax by
the latter Contracting State on his income from personal services for
teaching or research at such educational institution, or at other such
institutions, for a period not exceeding two years from the date of his
arrival in the latter Contracting State.
ARTICL-E 15
Students and Trainees
(1) (a) An individual who is a resident of one of the Contracting
States at the beginning of his visit to the other Contracting State and
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who is temporarily present in the other Contracting State for the
primary purpose of-
(i) studying at a university or other accredited educational in-
stitution in that other Contracting State,
(ii) securing training required to qualify him to practice a pro-
fession or professional specialty, or
(iii) studying or doing research as a recipient of a grant, allow-
ance, or award from a governmental, religious, charitable, scientific,
literary or educational organization, shall be exempt from tax by
that other Contracting State with respect to-
(A) gifts from abroad for the purpose of his maintenance, edu-
cation, study, research or training;
(B) the grant, allowance, or award; and
(c) income from personal services performed in other Contract-
ing State in an amount not in excess of $2,000 or its equivalent in
Pesos for any taxable year; or, if such individual is securing training
necessary for qualification in a medical profession or medical spe-
cialty, including any physician, medical technologist, nurse, phar-
macist or other person under the Exchange Visitors Program, not in
excess of $5,000 or its equivalent in Pesos for any taxable year.
(b) The benefits under this paragraph shall only extend for such
period of time as may be reasonable or customarily required to effectu-
ate the purpose of the visit, but in no event shall any individual have
the benefits of this paragraph for more than five taxable years.
(2) A resident of one of the Contracting States who is present in the
other Contracting State for a period not exceeding one year, as an
employee of, or under contract with, a resident or corporation of the
former State, for the primary purpose of-
(i) acquiring technical, professional, or business experience
from a person other than that resident or corporation of the former
Contracting State, or
(ii) studying at a university or other accredited educational in-
stitution in that other Contracting State, shall be exempt from tax
by that other Contracting State with respect to his income from per-
sonal services performed in the other Contracting State for that
period in an amount not in excess of $5,000 or its equivalent in
Pesos.
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(3) A resident of one of the Contracting States who is present in the
other Contracting State for a period not exceeding one year, as a par-
ticipant in a program sponsored by the Government of the other Con-
tracting State, for the primary purpose of training, research, or study
shall be exempt from tax by that other State with respect to his in-
come from personal services performed in that other Contracting
State and received in respect of such training, research, or study in an
amount not in excess of $10,000 or its equivalent in Pesos.
ARTiCLE 16
Governmental Salaries
Wages, salaries, and similar compensation, and pensions, annuities,
or similar benefits paid by, or directly out of public funds of, one of the
Contracting States or the political subdivisions thereof to an individual
who is a national of that Contracting State for services rendered to
that Contracting State or to any of its political subdivisions in the dis-
charge of governmental functions shall be exempt from tax by the other
Contracting State.
ARTICLE 17
Rules Applicable to Personal Service Articles
(1) For purposes of Articles 13, 14, 15 and 16, reimbursed travel
expenses shall be considered to be income from personal services or
compensation, but shall not be taken into account in computing the
maximum amount of exemptions specified in Articles 13 and 15.
(2) An individual who qualifies for benefits under more than one of
the provisions of Articles 13, 14 and 15 may select the application of
that provision most favorable to him, but he shall not be entitled to
the benefits of more than one provision in any taxable year.
ARrTicLE 18
Deduction for Charitable Contributions
In the computation of taxable income under the United States in-
come tax, a deduction shall be allowed to citizens and residents of the
United States and United States corporations for contributions to any
organization created or organized under the laws of the Philippines
which constitutes a non-profit organization under section 27(e) of the
National Internal Revenue Code of the Philippines if-
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(a) such contributions are used entirely within the Philippines
and
(b) the recipient organization has qualified as a tax-exempt or-
ganization under subsection 501(c) (3) of the United States Internal
Revenue Code.
Such deductions shall not, however, exceed an amount which would
have been allowable under the United States Internal Revenue Code
if such organization had been created or organized under the laws of
the United States and if such contributions were used within the
United States.
ARTiCLE 19
Consultation and Taxpayer Claims
(1) The competent authorities of the Contracting States may com-
municate with each other directly for the purpose of giving effect to
the provisions of the present Convention. Should any difficulty or
doubt arise as to the interpretation or application of the present Con-
vention, or its relationship to conventions between one of the Con-
tracting States and any other State, the competent authorities shall
endeavor to settle the question as quickly as possible by mutual
agreement.
(2) The competent authorities may consult together for the pur-
pose of considering the amendment of this Convention to add provi-
sions dealing with such matters affecting income taxation and not
covered in this Convention as may be deemed appropriate.
(3) In particular, the competent authorities of the Contracting
States may consult together to endeavor to agree-
(a) to the same apportionment of industrial or commercial
profits between a resident or corporation of one of the Contracting
States and its permanent establishment situated in the other Con-
tracting State; or
(b) to the same allocation of income between a resident or cor-
poration and a related person, dealt with in Article 9, and to the
appropriate procedure for effectuating such apportionment or allo-
cation.
(4) A taxpayer shall be entitled to present his case to the Contract-
ing State of which he is a citizen or resident, or, if the taxpayer is a
corporation of one of the Contracting States, to that State, if he con-
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siders that the action of the other Contracting State has resulted, or will
result for him in taxation contrary to the provisions of the Convention.
Should the taxpayer's claim be considered to have merit by the com-
petent authority of the Contracting State to which the claim is made,
it shall endeavor to come to an agreement with the competent author-
ity of the other Contracting State to which the claim is made, it shall
endeavor to come to an agreement with the competent authority of the
other Contracting State with a view to the avoidance of taxation con-
trary to the provisions of the Convention.
ARTICLE 20
Exchange of Information
(1) The competent authorities of the Contracting States shall ex-
change such information as is necessary for the carrying out of this
Convention and of the domestic laws'of the Contracting States con-
cerning taxes covered by this Convention insofar as the taxation there-
under is in accordance with this Convention. Any information so ex-
changed shall be treated as secret and shall not be disclosed to any
persons or authorities other than those concerned with the assessment,
collection or enforcement of the taxes which are the subject of this
Convention (including a court or administrative body).
(2) In no case shall the provisions of paragraph (1) be construed
so as to imposed on one of the Contracting States the obligation:
(a) to carry out administrative measures at variance with the
laws or administrative practices of that Contracting State or the
other Contracting State;
(b) to supply particulars which are not obtainable under the
laws of, or in the normal course of administration in, that Contract-
ing State or the other Contracting State; or
(c) to supply information which would disclose any trade, busi-
ness, industrial, commercial or professional secret or trade process,
or information, the disclosure of which would be contrary to its
public policy.
ARTICLE 21
Assistance in Colection
(1) Each of the Contracting States shall endeavor to collect such,
taxes imposed by the other Contracting State as will ensure that any
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ARTICLE 22
Exchange of Legal Information
(1) The competent authorities of the Contracting States shall notify
each other of any amendments of the tax laws referred to in Article 1,
paragraph (1), and of the adoption of any taxes referred to in Article
1, paragraph (2), by transmitting the texts of any amendments or new
statutes at least once a year.
(2) The competent authorities of the Contracting States shall ex-
change the texts of all published material interpreting the present
Convention under the laws of the respective States, whether in the
form of regulations, rulings or judicial decisions.
ARTIcLE 23
Effective Dates and Ratification
(1) The present Convention shall be ratified and the instruments of
ratification exchanged at Manila as soon as possible.
(2) After the exchange of instruments of ratification, the present
Convention shall have effect with respect to taxable years beginning
on or after the first day of January of the year following that in which
such exchange takes place.
(3) The present Convention shall continue in effect indefinitely, but
it may be terminated by either of the Contracting States, on the initia-
tive of the competent authority of that State, at any time after five
years from the date specified in paragraph (2) of this Article, provided
that at least six months' prior notice of termination has been given. In
such event, the present Convention shall cease to be effective with re-
spect to taxable years beginning on or after the first day of January
next following the expiration of the six-month period.
exemption granted under the present Convention by the other State
shall not be enjoyed by persons not entitled to such benefits. The
Contracting State making such collections shall be responsible to the
other Contracting State for the sums thus collected.
(4) In no case shall the provisions of this Article be construed so as
to impose upon either of the Contracting States the obligation to carry
out administrative measures at variance with the regulations and prac-
tices of the Contracting State endeavoring to collect the tax or which
would be contrary to that State's sovereignty, security or public policy.
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